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INTRODUCTION

With the fall of Communist regimes throughout Eastern Europe,
a race for economic reform has developed. Poland and Hungary initially led this race to shift from centrally planned to market economies. 1 Hungary began economic reform while still under Communist
rule2 and, along with Poland, has been open to some forms of foreign
investment since the 1970s. On the other hand, the Czech Republic
* Member of the class of 1994. A.B. University of Michigan, Ann Arbor, 1CM.
1. Charles M. Cole, Note, Poland,Hungary, and The Czech and Slovak Fcdcral Republic An Examination of the Evolving Legal Frameworkfor Foreign Invcstmcnt, 7 A.i.
UJ. INT'L L. & POL'Y 667, 667 (1992) (citing Investment in Eastern Europe; Less Tall:,
More Action Please,Ecouo.sr, Feb. 16, 1991, at 54).
2. Hungary has been known since the 1960s for a mix of Communism and Capitalism.
See DAVID E. BIRENBAum & Danr= R. RACKtIN, BUSINESS VErtraFs IN E.NsrErm Eu.
ROPE AND THE SOV=- UNIoN-. Tr EMERGING LEGAL FRAMEWORK FOR ForMGt-- IN.
vri~snrr § 3.01 (1990).
3. Georgios N. Boukaouris, Joint Ventures in
the USSR, Czcehoslovakiaand Poland,
21 CAsE W. Rns. J. INT'L L. 1, 6 (1989) (comparing joint venture histories of Eastern
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and Slovakia (the former Czech and Slovak Federal Republic) virtually eliminated foreign economic participation with a massive wave of
nationalization of property in the late 1940s 4 and only began implementing legislation to encourage foreign investment in 1988. s As a
result, the two countries did not attract the vital hard currency that
foreign investors had been6 putting into the more progressive Polish
and Hungarian economies.
What the Czech Republic and Slovakia may have historically
lacked in creating a positive investment climate, however, they have
made up for by rapidly enacting legislation that has brought them up
to, if not beyond, the investment standards of the other East European countries.7 Beginning with the Enterprise with Foreign Property
Participation Act of 1988, lawmakers of the Czech Republic and
Slovakia amended and refined the foreign investment systems in those
countries, resulting in a comprehensive commercial code in 1992.8
These countries have also improved their taxation systems. What
was once a complex set of seven different tax laws that subjected
American imports and exports to double taxation, has been reduced
to a single Act intended to bring the taxing and accounting systems of
the Czech Republic and Slovakia in line with the nations of the European Community (EC).9 Finally, the Czech Republic and Slovakia
have each adopted new constitutions that provide citizens and potential investors with protections that were non-existent under the former
Communist regimes.
This Note discusses the evolution of investment legislation in the
Czech Republic and Slovakia since 1988. It explores in detail the most
recent developments in this area, emphasizing the new Commercial
Code. The Note then discusses the effects that the divorce of the seventy-four year old federation has had on the investment climate and
European countries). Poland currently has the highest volume of trade with Western Eu.
rope of any of the former Communist countries. See East Europe Says Barriersto Trade
Hurt its Economies, N.Y. Trams, Jan. 25, 1993, at Al, C8.
4. Boukaouris, supra note 3, at 5.
5. Although the Czech and Slovak Federal Republic (CSFR) had experimented with

market economies before nationalization in 1948, from 1948 until the Velvet Revolution in
1989, the CSFR was one of the most rigid and centralized of the East European economics
and had little foreign investment. See BiRENBAUM & RACKLIN, supra note 2, § 5.01.

6. Id. (explaining that CSFR has been slower than both Poland and Hungary in opening its doors to foreign participation).

7. Id.
8.

CZECHOSLOVAK CHAMBER OF COMMERCE & INDUSTRY, CSFR: YOUR PARTNER

FOR TRADE AND INvESimENT 29 (1992) [hereinafter CSFR: YOUR PARTNER FOR TRADE].
9. Id.
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concludes that through all of the rapid changes, the two new countries,
particularly the Czech Republic, have finally become stable environments for foreign investment.

i.
A.

PRIVATIZATION AND FOREIGN PARTICIPATION
Privatization Programs

One of the most impressive programs adopted by the governments of the Czech Republic and Slovakia"0 is the restitution of stateowned property."1 The Law on Extrajudicial Rehabilitation provides

that all' 2 property nationalized after the establishment of the Communist government on February 25, 1948 shall be returned to the original

owners or their descendants.' 3 The text of the law states that the law
was designed to attempt to redress certain injustices that arose under
the Communist regime and to conform "with the bases of a democratic society respecting the rights of citizens as expressed in the charter of the United Nations."' 4 It is clear that the law was created to
give the Czech Republic and Slovakia legitimacy in the eyes of Westem democracies and to show the international community the commitment that the countries have made to economic reform.IS
The mechanics of the program are fairly simple. Any citizen of
either of the two countries who is also a permanent resident of one of
the countries is entitled to submit a claim to the state. The claim must
demonstrate the claimant's right to the transfer of the property and
10. When the former Czech and Slovak Federal Republic split into two separate countries, all federal laws staved in place in each country and may have since been modified or
changed by the newly established governments of each. Status of Cz-choslorakian Fcderal
Laws and InternationalAgreements, Tax News Service, Feb. 11, 1993, availablein LEXIS,
Europe Library, IBFD File. Any change by either country will be set forth.
11. Law on Extrajudicial Rehabilitation of Feb. 22, 1991, reprinted in BIuREBAUM &
RAcKL.=, supra note 2, app. at C-3 [hereinafter Restitution Law].
12. Certain limited types of property are excluded from restitution. These include agricultural land and related buildings (art. 1(4)), bodies of water (art. 1(4)), property %hich
has been so changed as to have lost its original structural character (art. 8(1)), eazments
(art. 8(4)), national cultural properties (art. 8(6)), property held by joint venture %litha
foreign partner acquired before October 1, 1990 (art. 4(A)), and land which has been improved by the construction of a building (arts. 7(4), 13). See B1iRntu.4UM & AC'LrMN,
supra note 2, § 5.02(a).
13. See Restitution Law, app. at C-3.
14. I& art. 1, § 1.
15. With the exception of Germany, no other country has undertaken such a large
scale restitution of property that was confiscated as a form of political persecution or in
violation of generally accepted human rights. This was thus a major initiative on the part
of the CSFR, rather than a mere following of precedent set by other East European coun-

tries. See BmENBAum

& RACKtLrn, supra note 2, § 5.02(a).
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must show how the property came into the possession of the state. 16
17
The claim must be made within six months of the law's enactment.
Generally, claimants may only receive the property itself; financial
compensation is allowed only when the property has been so neglected or degraded by the state that construction would be required
to put the land to any use,' when the state has structurally transformed the property so that it has lost its original character,' 9 or when
the property has been improved by the state.2 ° This program has
caused one problem. Because restitution "in-kind" is generally the
only option, a person often receives a piece of property with which he
or she has no familiarity, and must resell or lease the land for it to
become productive. Despite this problem, the purpose of the program-to return the land to its former owners and redress the wrongs
committed during nationalization 2 1-is still served.
A second new program that illustrates the commitment of the
Czech Republic and Slovakia to economic reform is the privatization
of state-owned enterprises. 22 Approximately 4,500 industries and
other enterprises worth an estimated $130 billion will be privatized
through either the "small scale"' or "large scale"2 4 privatization
laws.25
The small scale privatization law is aimed at transferring unclaimed state-owned property, such as shops, restaurants, and small
16. The law is vague as to what constitutes proof of entitlement; this could spur much
litigation over ownership. However, to this point, the state has accepted a low standard of
proof and such litigation has not arisen. See BIRENBAUM & RACYLIN, supra note 2,
§ 5.02(a).
17. Restitution Law, art. 22, § 2.
18. Id. art. 7, § 3.
19. Id. art. 8, § 1.
20. In these cases the state in effect purchases the property from the claimant. Id. art.
7, § 4.
21. Id. art. 1, § 1.
22. Some industries will remain owned by the state for public interest and security
considerations. These industries include railroads, nuclear power utilities, and telecommunications. BiRENBAUM & RAcKLN, supra note 2, § 5.02(b).
23. Law on Transfers of State Property With Regard to Some Objects to Other Legal
or Physical Persons of Oct. 25, 1990, reprinted in BIRENBAUM & RACKLIN, supra note 2,
app. at C-5 [hereinafter Small Scale Privatization Law].
24. Act on the Conditions of Transfer of State Property to Other Persons of Feb. 26,
1991, reprinted in BIRENBAUM & RACU.N, supra note 2, app. at C-4 [hereinafter Large
Scale Privatization Law].
25. Carol J. Williams & 1yler Marshall, A Time To Build, A Time To Destroy, L.A.
TrMiEs, Jan. 26, 1993, at Hi, H4 (stating that Czech Republic and Slovakia have together
undertaken largest scale privatization in Eastern Europe).
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businesses,2 to individual buyers through an auction system. The proceeds go to the government of the country where the enterprise is
located.27
While the restitution law only aids citizens of either the Czech
Republic or Slovakia who are also permanent residents, the Small
Scale Privatization Act makes former state property available to foreigners as well. The auctions are conducted in two rounds. In the first
round, only citizens and juridical persons of either of the two countries are eligible to bid. However, if the bidding does not reach at
least fifty percent of the original starting price,2 the state can decide
to re-auction the property. In this second round, foreigners are free to
bid.2 9 Though the idea of foreigners being able to acquire such property rights is encouraging, if the first round of auctions was any indication, foreigners may not get the opportunity to do so. Fifteen
enterprises sold for ten times the starting price, -0 and, as of January
1993, nearly all small businesses had been privatized."1
The Large Scale Privatization Act is more complex. It is designed
to allow both foreign investors and citizens with limited incomes to
participate in the privatization of larger industries ' The enterprise to
be privatized proposes a method of privatization3 3 that originally was
26. Antonin Kerner, The Transformation from a Centrally Managed Economy to a

Market Economy-The Case of Czechoslovakia 5 (unpublished manuscript, on file

with

author).
27. Small Scale Privatization Law, art. 20, § 1.
28. The starting price is determined by an appraisal of the aggregate value of the land,
buildings, and other assets owned by the enterprise. The purchaser then acquires full ownership of everything, including the land. See BIRENBAUM & RAcKstsi, supra note 2,
§ 5.02(c).
29. Small Scale Privatization Law, §§ 10, 13(1)-(2).
30. CzechoslovakiaAuctions Stores to PrivateBuyers, N.Y. Tiirs, Jan. 27, 1991. at 10.
31. Williams & Marshall, supra note 25, at H4.
32. See Vratislav Pechota, Privatization and Foreign Investment in Czcchoslovakia:
The Legal Dimension, 24 VAND. J. TRANSNA'L L. 305, 315 (1991) (raising question of
how to privatize businesses in a country that has over one hundred billion dollars worth of
property, but only a few billion dollars in individual savings that can be used to buy
property).
33. The Large Scale Privatization Law itself only provides the enterprises with data
that is necessary for the proposal. This data is comprised of: (a) description of the property
to be privatized; (b) information as to how the state acquired the property; (c) decription
of property which is unusable for the purposes of the new enterprise; (d) evaluation of the
property, (e) a method of transfer of the property; (f) description of the legal form the
proposed enterprise will take; (g) if property is to be a joint stock company, the method of
distribution of shares; (h) if property is to be sold directly, the form, price, and condition of
payment; (i) if bought by a republic, the determination of shares- (j) method of transfer of
industrial and intellectual property if they are property of the enterprise: and (k) time
schedule for the implementation of the proposal. Large Scale Privatization Law, art. 6, § 1.
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to be approved by the Federal Ministry of Finance (FMF) or, if the
property was the sole property of a republic, by the appropriate administrator of the republic.3 4 Unlike the restitution program, the objective of the Large Scale Privatization Act, in addition to the
reformation of the economy, is to raise revenue for the state. Thus,
the participation of Czech or Slovak citizens is not preferred over participation of foreigners.3 5
There are two methods of large scale privatization. The easiest
method is the direct sale of the enterprise. Any entity, including any
foreign person or corporation, may purchase any enterprise directly
from the state with the approval of the FMF 6 The other method of
large scale privatization is the voucher system. Under this system, the
FMF issues investment coupons at a nominal price of 1000 korunas
37
(kcs) (approximately $40) to each citizen over the age of eighteen.
Each recipient can then use the coupons to purchase shares of any
joint stock company that has been approved for privatization, or they
can put the coupons into investment funds.38 The share price of each
company's stock is determined by the FMF, which evaluates the
number of orders placed, along with the price, and then adjusts the
share price to satisfy the law of supply and demand.39 More than
eight million Czechs and Slovaks became shareholders in approximately $9 billion worth of assets during the first round of
privatization. 40
34. Id. art. 8, § 1. Since the division of the CSFR, the Czech Office of Economic Competition in the Czech Republic and the Slovak Antimonopoly Office in Slovakia approve
privatization projects in each country. Michele Balfour & Cameron Crise, A Privatization
Test: The Czech Republic, Slovakia and Poland,17 FORDHAM INT'L L.J. 84, 99-100 (1993).
For convenience sake, this Note will continue to refer to these two bodies as the EMF.
35. See BiRENBAUM & RACKLui, supra note 2, § 5.02(b).
36. Large Scale Privatization Law, arts. 1(1), 10(1); see also Zoltan M. Mihaly, Tax
Reforms Roll Out a Red Carpetfor Investors Looking at Central Europe, 4 J. INT'L TAX'N
156, 157 (1993). A classic example of direct investment is Proctor & Gamble's purchase of
the entire CSFR detergent enterprise, Rakona. Williams & Marshall, supra note 25, at H4.
37. In the first round of privatization, during the first half of 1992, 8,565,642 citizens
(of a population of approximately 15,000,000) took advantage of this program. Kerner,
supra note 26, at 9.
38. Large Scale Privatization Law, arts. 24-26.
39. Kerner, supra note 26, at 9.
40. More Czech PrivatizationsSet, WALL ST. J., July 21, 1993, at All. The second
round of privatization, in which 800 companies worth $4.5 billion participated, began on
October 1, 1993. Id.
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B. Foreign Participation Acts
Since the "Velvet Revolution," 41 the Czech Republic and
Slovakia have passed three major pieces of legislation that affect foreign investment possibilities. Although the current Commercial Code
has superseded these acts, the acts mark important steps in the development of the Czech Republic's and Slovakia's changing views toward
foreign involvement in the economy. As such, the acts merit brief discussion here.
The first piece of legislation is the Joint Stock Companies Act.
From nationalization in 1949 until the passing of the Joint Stock Companies Act, almost all means of production in Czechoslovakia were
owned by the state. Foreign trade organizations "were merely formal
companies whose shareholders were national enterprises supplying to
the companies goods for export. 42 The Joint Stock Companies Act
took away some of this overwhelming power from the state and gave
limited autonomy to owners of the companies. For example, the Joint
Stock Companies Act eliminated state approval as a requirement of
founding a joint stock company and state supervision as a requirement
of running such a company. 43 Furthermore, in the past, a company
was dissolved on the basis of a state decision. Under the Joint Stock
Companies Act, the power of dissolution was given to the stockholders.4 Finally, for the first time since nationalization, participation in a
joint stock company was not limited to Czechoslovak citizens. 4 5 However, nowhere in the Joint Stock Companies Act was there a specific
provision for participation by foreign nationals.4"
The Enterprise with Foreign Property Participation Act (Participation Act) was another very progressive piece of legislation, but was
only an interim measure. Under the Participation Act, foreigners
wishing to participate in a venture such as a joint stock company still
needed the approval of the FMF to do so, but the threshold of ap41. "Velvet Revolution" is a common term used to describe the non-violent callapZ2
of communism in the former Czechoslovakia on November 17, 19S9.
42. Remarks on the Joint Stock Companies Act, reprinted in BIRENnAU.1 & RAc.Ux.,
supra note 2, app. at C-7(1).1, C-7(1)2.
43. Id.
44. Act No. 10411990, Joint Stock Companies Act of April 18, 1990, art. 85 §l(a), reprinted in BIRENBAum & RAcKmrN, supra note 2, app. at C-7 [hereinafter Joint Stozk Companies Act].
45. See Joint Stock Companies Act, art. 15 ("The founder of a company can b- the
state, a juristic person or a natural person.").
46. Remarks on the Joint Stock Companies Act, reprinted in Braau.,,m & RAc .ur.,
supra note 2, app. at C-7(1).1, C-7(1).2.
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proval was minimal. Under article 7 of the Participation Act, approval was to be granted when "there [was] hope that the enterprise
being established [would] contribute to the increase of fruitful participation of [the] Czechoslovak economy in the international division of
labour and whether during its economic activity [it would] be able to
create sufficient financial resources both in Czechoslovak as well as in
foreign currencies." 47
This was a big step toward liberalizing foreign participation because it was a low standard under which potentially any enterprise
could be approved. The Participation Act, however, should be looked
upon with skepticism, as there was no check on the FMF. Thus, it
appears that the FMF could also use article 7 to arbitrarily deny approval. Furthermore, the Act forced FMIF officers to work as economic analysts, which is not what they were trained to do. The
weighing of the potential success of the enterprise should be left to the
companies themselves.48
Finally, the Participation Act distinguished between foreigners
and citizens of the former republics.49 While foreigners needed the
approval of the FMF, citizens needed only to register in the Companies Register50 to receive authorization. 1 The Participation Act also
required that joint venture corporations sell foreign currency to the
state. 52 Thirty percent of any foreign currency earnings had to be offered to a Czechoslovak foreign exchange bank at the 3official exchange rate, within thirty days of acquiring the currency'
The Participation Act contained some positive aspects as well.
For example, it greatly simplified the authorization process. Under
the Participation Act, a foreign participant no longer needed to pre47. Act No. 112/1990, Enterprise With Foreign Property Participation Act of Apr. 19,
1990, art. 7, § 1, reprintedin BiRENBAUM & RACKLIN, supranote 2, app. at C-1 [hereinafter
Participation Act].
48. B. Klein, P. Holec, & P. Henzlova, Act on the Enterprise with Foreign Property
Participation(1990 Act Commentary), reprinted in BIRENBAUM & RACKLIN, supra note 2,
app. at C-1(1), C-1(1).13.
49. Act No. 113/1990, Economic Relations With Foreign Countries Act of Apr. 19,
1990, art. 7, reprinted in BIRENBAUM & RAcKLmN, supra note 2, app. at C-2 [hereinafter
Economic Relations Act].

50. The Companies Register is a public list containing information regarding companies and founders as stipulated specifically by the various laws creating each type of company. See Antonin Kerner, Commercial Companies 4 (unpublished manuscript, on file
with the author).
51.
C-1(1),
52.
53.

1990 Act Commentary, reprintedin BIRENBAUM & RACKLIN, supra note 2, app. at
C-I(1).ll.
BIRENBAUM & RACKLIN, supra note 2, § 5.03(c).
Id.
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pare a technical and economic analysis or a memorandum of agreement and statutes relating to the enterprise. 4 Also, an enterprise
could be owned completely by a foreign person or corporationP s Earlier legislation required at least one domestic corporation to be involved and limited foreigners' ownership to forty-nine percent of the
enterprise in 1985, up to ninety-nine percent in 1988. Furthermore,
the Participation Act allowed citizens of the former Czechoslovakia to
participate in joint venture stock companies. Earlier laws only allowed participation by legal entities.5 Finally, upon winding up an
industry, the Participation Act allowed a foreign participant to transfer any profits earned out of the country, in the currency in which the
initial investment was made.5
The third piece of legislation is the Act on Economic Relations
with Foreign Countries (Economic Relations Act), which covers foreign trade and services. The purpose of the Economic Relations Act
was to promote economic competition and the participation of Czechoslovak persons in the international division of labor."5 The FMF appears to have had even more power under the Economic Relations
Act than it did under the Foreign Property Participation Act. Nearly
any enterprise falling within this act, that is, any enterprise engaging in
foreign trade, had to be authorized by the FMF. 9 A citizen of the
former Czechoslovakia received authorization if the FMF deemed
that the citizen met the requirements of guaranteeing an economically
efficient exercise of foreign trade activities and had enough foreign
currency to meet his or her liabilities in case of a breach of obligation
toward foreign participants. 6°
The FMF authorization could be conditional under the Economic
Relations Act. 61 A foreign person could receive authorization if the
grant would be "in concordance with the goals of an expedient integration of the [country's] national economy into the international division of labour."62 Authorization could be restricted or withdrawn if
54. 1990 Act Commentary, reprintedin BIRENBAUM & R.AcK.iN, supra note 2, app. at

c-l1l), c-11).13.

55. Id. at C-1(1).4.
56. Id.

57. Id.at C-1(1).26.
58. Economic Relations Act, art. 5.

59. See Economic Relations Act, art. 7 (enumerating only situations in which authorization or registration was not required).
60. Economic Relations Act, art. 8, § 1.

61. Id.
62. Id.
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this condition could no longer be met.63 Additionally, the FMF could
change the enterprise's name, seat, and basic capital. 64 It could determine if an enterprise was allowed to transfer rights and obligations to
another enterprise, 65 and it generally carried out the "function of economic management under conditions and to the extent set forth by
law and in this position
[supervised] the economic and social activity
66
of the enterprise.
As can be seen from the three acts outlined above, the government of the former Czechoslovakia vigorously attempted to address
the issue of foreign investment, trade, and general economic participation. However, these acts were not a finished product. While they
favored foreign investment and trade more than their predecessors
did, they were still inadequate. The acts contained quite a few ambiguities and restrictions, and the FMF retained considerable restrictive
power.67 None of the acts were self-contained; they each needed to be
looked at in light of the others, which made for confusing and inconsistent interpretations.
III. NEW LEGISLATION
A.

The Commercial Code

The Commercial Code (Code) merges the Civil, Economic and
International Trade Codes, along with eighty-four other laws including
the three acts discussed above.68 The consolidation of all of this legislation into a single body of law not only serves to ease comprehension
of the laws, but is also a sign of progress and commitment to market
reform. 69 The purpose of the Code, according to the text, is to "har-

monize Czechoslovak regulations with European standards"' 70 in the
field of International Commerce. The Code was enacted in 1992 in
63.
64.
65.
66.

Id. art.
Id. art.
Id. art.
Id. art.

8, § 2.
15, § 1.
15, § 4.
13, § 4.

67. For example, there were different standards of authorization in the different acts.
Additionally, the Joint Stock Companies Act had no provision for foreign participation, yet
it did not prohibit such participation.
68. U.S. Dnvr. OF COMMERCE, CSFR COMMERCIAL CODE [CSFR COM. C.] § 772(1)-

(84).
69. 1990 Act Commentary, reprintedin BIRENDAuM & RACKLIN, supra note 2, app. at
C-1(1), C-1(1).2.

70. Id.
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what was formerly Czechoslovakia and has been maintained in force
in both the Czech Republic and SlovakiaY1
1.

Foreign Participation

The Code has significantly eased the burdens on foreign participants, be they individuals or legal entities. 2 The most significant
change under the Code is that a foreign person may now engage in
commercial transactions in the Czech Republic or Slovakia under the
same terms as citizens of those countries. Foreigners receive equal
treatment, provided the Code does not stipulate otherwise. 3 Additional protection, superseding the Code,74 may be offered to foreign
persons through international agreements between the Czech Republic or Slovakia and the country of the foreigner's domicile. 5
The Code relaxed the authorization requirements for foreigners
to engage in commercial activities. The foreign participant simply
needs to register in the Commercial Register 76 and indicate the scope
of the transaction 77 To transfer a legal entity established abroad to
the Czech Republic or Slovakia, the foreign participant or owner only
needs to register in the Commercial Register; so long as the entity
does not disregard any laws in the Commercial Code, the transfer will
be valid. 78 This approach eliminates much of the paperwork previously required 79 and the arbitrary authorization power of the FMF.
Furthermore, a foreign individual can now establish a domestic legal
entity on his or her own, or with another foreigner or Czech or Slovak
citizen and, thus, have either full or partial ownership of the enter71. See supra note 8 and accompanying text; supra note 10.
72. The Commercial Code defines a foreign person as an individual or entity with a
domicile outside of the CSFR, regardless of citizenship. See CSFR Co.i. C. § 21(21.
73. 1I § 21.
74. 1I § 43.
75. As of March 6, 1991, before the Commercial Code's enactment, 11 Western European countries, plus Canada, had entered into agreements on mutual promotion and protection of investments. See CSFR. YOUR PARTNER FOR TRAD. supra note 8, at 49.
76. The Commercial Register is a "public listing [maintained by the courts] of legally

stipulated data pertaining to entrepreneurs or other individuals subject to a special law."
CSFR Com. C. § 27.
77. Id.§ 21(4).
78. Id.§ 26.
79. See Participation Act, art. 3; Economic Relations Act, art. 7c.
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prise.8 ° A foreigner can also create a Czech or Slovak legal entity as a
subsidiary chartered either under domestic or foreign law.,,
The property rights connected with owning an enterprise in the
Czech Republic or Slovakia have also been increased under the Code.
Expropriation of property may only be carried out where there is a
legal basis for, and public interest in, doing so.2 Payment must be
made for the actual value of the property and must be made without
delay, in a freely convertible currency. 3 Furthermore, if either the
Czech or Slovak government attempts to expropriate property, a foreign property owner may appeal such expropriation proceedings in a
court of law. 84 This offers significantly more protection than the previous acts which had no provisions for promptness, convertible currency, or appeal.8 5
2. Commercial Corporations
The Code wipes out all previous acts8 6 regarding commercial corporations and provides for five different types of corporations that can
now be established. Some general changes apply to all five types of
corporations. The Code gives participants ninety days to register in
the Commercial Register after signing their partnership agreement. 87
Furthermore, the Code eliminates the requirements to show the legal
relationships between the partners, the method of dividing profits and
covering losses, and the method of abolishing the company and
settlement. 88
The first of the five types of corporations is the public commercial
corporation. This type requires two or more partners who assume
joint and several liability. 89 The size of capital investment is unlim80. CSFR CoM. C. § 24.
81. Id. § 24(b); see also Mahulena Hoskova, The Evolving Regime of the New Property
Law in the Czech and Slovak Federal Republic, 7 AM. UJ. INT'L L. & PoL'y 605, 615
(1992).
82. CSFR COM. C. § 25(1).

83. Id. § 25(b).
84. Id. § 25(1); see also Hoskova, supra note 81, at 615.
85. See Participation Act; Economic Relations Act.

86. This includes, in pertinent part, the Joint Stock Companies Act 104/1990 and the
Economic Code 103/1990. See CSFR: YOUR PARTNER FOR TRADE, supra note 8, at 54.
87.
88.
C-(1),
89.

CSFR COM. C. § 62(1).
1990 Act Commentary, reprinted in BIRENBAUM & RACKLIN, supra note 2, app. at
C-1(1).7.
CSFR COM. C. § 76.
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ited.9 The corporation ceases to exist after the death of one of the
partners, unless there are inheritance provisions. 91
The second type of corporation, the limited partnership, is a more
attractive alternative to the public commercial corporation. The limited partnership is made up of one or more partners who are liable for
the obligations of the corporation up to the amount of their unpaid
deposits. 92 These limited partners have much more protection than
the partners in a public commercial corporation. At least one partner
of the limited partnership must be a general partner, who is liable for
all obligations of the corporation. 93 The death of a limited partner
does not dissolve the corporation, 94 but if all the limited partners die
or there are only general partners left, the enterprise can be turned
into a public commercial corporation. 95
The third type of corporation, a corporation with limited liability,
is more structured. It is a corporation whose basic capitalization is
created by a previously stipulated deposit made by the partners. 6
The enterprise may be founded by one person and may have up to
fifty partners. 97 There is a minimum 100,000 kcs ($4000) foundation
capital requirement9 with a minimum of 20,000 kcs coming from each
partner. 99 A partner may not withdraw from the corporation, but may
be expelled, in which case the corporation may transfer his or her
share to another partner or to a third party. 100
The former Economic Code provided for an entity called a partnership limited by shares,'' which was similar in character to the joint
stock company created in the act of the same name.""2 The Code,
however, seems to consolidate the two into a single enterprise called a
stock corporation.10 3 A stock corporation's basic capitalization involves a specific number of shares of a specific nominal value,'"4 and
90.
91.
92.
93.
94.
95.
96.
97.
98.
99.
100.
101.
102.
103.
104.

See id. §§ 76-92.
Id. § S8(1)(c).
Id. § 93(1).
Id.
Id. § 102(1).
Id.
Id. § 105(1).
Id. § 105(2),(3).
Id. § 108(1).
Id. § 109(1).
Id- § 113(5).
See BIRENBAUM & RACK.IN, supra note 2, § 5.06(c)(5).
Id.
CSFR Cox. C. § 154.
Id.
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the stockholders are not liable for the obligations of the
corporation.10 5
In addition to ordinary stock, the Code allows two other types of
stock. A corporation may issue up to five percent of its total basic
1°6
capitalization to its employees who need not pay for the shares.
These shares may be transferred among employees, 107 but upon the
death of a holder, the shares must be returned to the corporation.108
The second type of stock allowed by the Code is preferred stock,
which may comprise up to one-half of the corporation's basic capitalization and grants priority rights to dividends.109 The Code, in contrast
to earlier acts, provides that a priority shareholder has all the rights of
an ordinary stockholder, but only has voting rights if dividends are not
paid out.110
In further contrast to the Joint Stock Companies Act, the Code
allows the corporation itself to decide the value of the shares.11 Prior
to the Code, each share was required to have a nominal value of not
less than 1,000 kcs.112 Also, the Joint Stock Companies Act provided
for "interest shares," which paid at least a fixed interest of up to ten
13
percent of the capital stock, regardless of the corporation's profit.'
The Code eliminates interest shares with a provision which states that
interest rights may not be granted without regard to the corporation's
economic performance. 1 4
The Code has raised the price of starting a corporation; it requires a basic capitalization of at least 1,000,000 kcs,m15 as opposed to
the previously required 100,000 kcs. 116 At the time of a corporation's
inception, the founders of the corporation may proscribe governing
statutes in areas not covered by the Code. The Code does not require
a determination of when the corporation will cease to exist.117 Decisions regarding the corporation are made by the general assembly, the
105. Id. § 154(1).
106. Id. § 158(2).
107. Id. § 158(3).
108. Id. § 158(4). These provisions are basically the same as those set forth in the Joint
Stock Companies Act. See Joint Stock Companies Act, art. 9.
109. CSFR CoM. C. § 159(1).

110. Id. § 159(3); see also Joint Stock Companies Act, art. 8.
111.

CSFR COM. C. § 157.

112.
113.
114.
115.
116.
117.

Joint Stock Companies Act, art. 5.
Id.art. 10.
CSFR COM. C. § 159(2).
Id. § 162(3).
Joint Stock Companies Act, art. 16(1).
CSFR CoM. C. § 62(2).
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highest organ of the corporation, which meets annually. All stockholders are invited to the general assembly,n s and if at least thirty
percent are present, they may pass resolutions with a simple majority
vote.119 Earlier provisions contained a requirement of fifty percent
attendance.m2° In addition to maintaining the general assembly's previous powers,'" the Code also gives the general assembly the power
to dissolve the corporation, 122 and to recall members of the board of
directors 23
The final type of commercial corporation provided for in the
Code is the cooperative. Cooperatives were not acknowledged in earlier acts. They are associations of at least five individuals or two legal
entities' established for the purpose of engaging in commercial
transactions.The main difference between a cooperative and a
stock corporation is that a cooperative only requires a 50,000 kcs basic
capitalization. 26
In sum, the Code is much more favorable to foreign investors
than the previous acts. Foreigners now enjoy equal status with citizens of the Czech Republic and Slovakia and have judicial protection
from expropriation. While the simplified registration and approval
process may not be a groundbreaking change, much of the power of
the FMF has been taken away and the risk of investment has been
given entirely to the participants. This, coupled with the fact that all
of this commercial legislation has been put into one comprehensive
body of law, shows the countries' strong commitment to a new economic system and illustrates their desire to attract foreign
participants.
B. The System of Taxation
The tax system in the CSFR before 1993 was one of the most
complex and prohibitive systems in the emerging East European
118.
119.
120.
121.
122.
123.
124.
125.
126.

Id. § 184(3); see also Joint Stock Companies Act, art. 22.
CSFR Com. C. § 185(1).
Joint Stock Companies Act, art. 24(1).
Iat art. 23.
CSFR COM. C. § 187(f.
1at § 187(d).
I& § 221(1).
Iat § 221(3).
Id. §223(2).
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economies.127 There were four main taxes assessed on commercial
corporations. Before 1993, the income tax on the profits of a corporation was twenty percent of the first 200,000 kcs,' 28 with all profits over
200,000 kcs taxed at forty percent unless the foreign property participation of the corporation was thirty percent or less, in which case the
rate was fifty-five percent.129 Any joint venture in the industries of
banking or insurance, however, was taxed at sixty-five percent. 30
With the FMF's consent, the rates could be reduced during the first
two years of the corporation's existence, but it was difficult to obtain
the FMF's permission.' 3 '
Before 1993, there was also a turnover tax for consumer goods,
which effectively subsidized certain products and penalized others.'3 2
The company that sold the goods would include the tax in the retail
price of its goods, and then pay the tax to the government. 13 3 Basic
food supplies, fuel, and energy were zero-rated. M Building materials
were taxed at eleven percent. 35 The tax on most manufactured goods
was twenty percent. 36 The tax on cosmetics and clothing was twentynine percent, and on certain luxury goods such as cigarettes and jewelry, the tax was over twenty-nine percent. 37
Under the old tax system, an employer also had to take a progressive personal income tax out of the wages of all employees who were
citizens of the former Czechoslovakia. 38 While there was no direct
cost to the employer, the tax itself was confusing. Each employee was
taxed differently, depending on age, family status, number of dependents, salary, and health. 39 Finally, there was a fifty percent tax on
127. BIRENBAUM & RAcI.i1N, supra note 2, § 5.09; see also Cole, supra note 2, at 673;
Kristina Smith, Note, Investing in Democracy:Joint Venture Opportunitiesin the Czech and
Slovak FederalRepublic, 18 SYRACUSE J. INT'L L. & Com. 199, 211 (1992).
128. Kerner, supra note 50, at 6.
129. Id.
130. Id.
131. Id.
132. BInENBAUM & RACKLIN, supra note 2, § 5.09(c).
133. Id.
134. Antonin Kerner, Prices, Rents, Taxation 5 (unpublished manuscript, on file with
author).
135. Id.
136. Id.
137. Id. Prior to the four-rate system, the CSFR had a "myriad" of rates ranging from
negative 188% to positive 300%. Thus, the tax described above was a significant improvement. BIRENBAUM & RAcKLIN, supra note 2, § 5.09(d).
138. BiRENBAUM & RAcKLiN, supra note 2, § 5.09(d).
139. Kerner, supra note 134, at 5.
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the volume of wages paid, and the revenue went to social security
funds. 14o
The new tax system, which came into effect on January 1, 1993,
was designed to bring the Czech Republic and Slovakia in line with
the countries of the European Community. 1 41 The new system requires businesses to use Western-style accounting methods and is in142
tended to bring the countries one step closer to EC membership.
The system eliminates the confusing variable rates from the former
system, and now taxes corporations' profits at a flat rate of forty percent regardless of the amount of foreign participation or level of profits. 43 This should encourage investors, because virtually every
corporation would clear the 200,000 kcs barrier and be taxed at a minimum of forty percent anyway. The new tax will, at a minimum, eliminate most of the accounting difficulties present in the old system, and
44
it should serve to strengthen progress toward a market economy.
The other major provision of the new system is the replacement
of the former turnover tax with a value added tax. Similar to the turnover tax, the value added tax is an indirect tax added at different
stages of production, culminating in the final retail price that is paid
for by consumers.1 45 Unlike the turnover tax, there are only two rates
of taxation: five percent on food and some services and twenty-three
percent on almost everything else.46 The new value added tax, in
combination with the elimination of the turnover tax, was expected to
raise prices by no more than an average of six or seven percent. 47
While this new tax benefits foreign investors, because the system is
familiar and it is easier for accounting purposes, it has been difficult to
implement. Prices have actually risen from ten to twenty percent due
either to confusion in applying the tax, or to shop owners using the tax
as an excuse to raise prices. 14s This is likely to change in time, but the
140. Kerner, supra note 50, at 6.
141. Burton Bollag, The New Czechs and Slovaks Fuid a New Tar Expensive, N.Y.
Tims, Jan. 21, 1993, at C2; Milan Bakes, New Czech Ta Systcm Aims at Harmonizativn
with EC, 4 J. IN"L TAx'N 281,283 (1993); see also ihaly, supra note 36, at 163 (predicting
that by "the end of this decade, Central Europe %ill likely be fully integrated with the
Western democracies").
142. Bollag, supra note 141, at C2.
143. Kerner, supra note 134, at 5.
144. BiRENBAum & RAckLiN, supra note 2, § 5.09(e).
145. Bollag, supra note 141, at C2; Bakes, supra note 141, at 282.

146. Bollag, supra note 141, at C2. A consumption tax has also been enacted for certain
items including fuel, alcohol and tobacco products. Bakes, supra note 141, at 22.
147. Bollag, supra note 141, at C2.
148. Id.

Hastings Int'l & Comp. L. Rev.

[Vol. 17:611

government has reserved the power to freeze prices if the tax continues to be misapplied. a9
IV.

POTENTIAL DRAWBACKS:
THE VELVET DIVORCE

Political instability must be considered when investing in a country that is making the transition from a centrally-planned to a market
economy. The existence of political instability could deter investment
altogether. 150 With all of the economic and political reforms taking
place in Eastern Europe in the last five years, there have been many
upheavals, ranging from isolated fighting among the republics of the
former Soviet Union to full-scale civil war in the Balkans. On August
27, 1992, the leaders of the Czech and Slovak republics, Vaclav Klaus
and Vladimir Meciar respectively, agreed to the dissolution of the seventy-four year old country known as the Czech and Slovak Federal
Republic.' 5 ' Serbian nationalism is often cited as a cause of the war in
the Balkans, and there is a legitimate concern that the former CSFR
could take the same route. There has been a resurgence of nationalism in Slovakia, a country with a substantial minority population, and
Meciar himself has joined this resurgence. 52 It remains to be seen
how peaceful this divorce will be. So far, there has been no indication
of the violence seen elsewhere in Eastern Europe.
It seems that most negative effects of the split will be felt within
53
the Czech Republic and Slovakia, rather than by foreign investors,
as both countries realize that they must attract hard currency to
achieve economic reform. Even so, because the two countries entered
into dozens of agreements before the division, it is likely that the tran149. Id.
150. Smith, supranote 127, at 212-13; see also Audrey Choi & Scott McMurray, Czechoslovakia Suffers Investment Blow As Dow Chemical Calls Off A Purchase, WALL ST. J.,
Nov. 19, 1992, at A10.
151. This decision led to the resignation of the President of the Federation, Vaclav
Havel, because Havel felt that he could no longer legitimately carry out his duty to provide
unity for the country. See David Perlman, Czechs Give Up Dreams of Unity, S.F. CHRON.,
Oct. 10, 1992, at Al, A10.
152. Slovakia is composed of approximately 4,000,000 Slovaks, 600,000 ethnic Hungarians, 500,000 gypsies, and a smaller population of Ukrainians. Vojtech Cepl & Ronald F.
Lipp, Divorce, Czechoslovak Style 4 (Mar. 4, 1992) (unpublished manuscript, on file with

author).
153. Carol J. Williams, Czechs, Slovaks Say Farewellto Unity-Warily, L.A. TiMEs, Jan.
1, 1993, at Al, A10.
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sition will run smoothly internally as well.1 -4 The legal system in effect at the time of the divorce, including the Commercial Code and
the tax system, remains unchanged in each of the countries. 55 All
residents of both countries will receive passports and the same civil
rights, regardless of their nationality.15 6 The property of the federation was divided at a ratio of two to one in favor of the Czechs, all
buildings became the property of the republic in which they were located, the military was redistributed, and the countries agreed to use
the same currency for at least six months. 15
To further counter any potential political instability, the Czech
Republic adopted a new constitution, manifesting a commitment primarily to Western-style politics.ls s While Slovakia's constitution basically encompasses the more authoritarian perspective of former
Slovak Prime Minister Vladimir Meciar and his Movement for a Democratic Slovakia party,a1 9 the new constitution of the Czech Republic
was drafted in an atmosphere of open debate and democracy.1 -9
Committees were made up of elected members of parliament and the
government, and after considerable debate they reached a consensus
regarding the principles to be covered by the constitution. 1 The result is a system "founded on the free and voluntary formation and free
competition of political parties which respect.., fundamental democratic principles" in which "[p]olitical decisions emerge from the will
of the majority expressed through free voting.""'
154. Telephone Interview with Vojtech Cep], Dean of Charles University Faculty of
Law, Prague (Jan. 25, 1993).
155. Id.
156. XWilliams, supra note 153, at All.
157. Id. Despite the agreement, the Czech Republic and Slovakia implemented separate currencies just 38 days after the splt. Bernd Debusmann, Czech Repubic: Czccs,
Slovaks Start Using Own Money, Drift Apart, Reuter Textline, Feb. 8, 1993, available in
LEXIS, Europe Library, Txtee File.
158. The Czech Republic adopted a new constitution on January 1, 1993. 2 E. Eun.
CONsT. RE,. 4 (1993). Slovakia's new constitution became valid on October 1, 1992. 1 E.
Eu. CONs. REn. 10 (1992).
159. 1 E. Emn. CONST. REv. 10 (1992). Although previous drafts of the Slovak constitution had been developed by a combination of legislators and constitutional experts, the
final version represents Meciar's views and has "authoritarian tendencies." Id. at 10, 16.

Meciar stepped down March 14, 1994, after a no-confidence vote in Parliament. Kevin
Drew, The Afire After Meciar, WARSAW VoxcE, Mar. 27, 1994, available in LEXIS, World
Library, Wrsawv File.
160. For a complete discussion of the drafting of the new Czech constitution, see
Vojtech Cepl, ConstitutionalReform in the Czech Republic, 28 US.F. L. Riv. 29 (19-3).
161. Id.
162. OsT ,-.t1xL[Constitution] arts. 5-6 (Czech Republic).
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The two countries differ in terms of population, economic conditions, investment climate, and political history, and it is generally accepted that the Czech Republic is better situated to attract
investors. 63 The Czech Republic has a population of 10.5 million and
an unemployment rate of just 2.85 percent. Slovakia, with half the
population, has an unemployment rate of twelve percent. This figure
is rising because most of the large weapons-producing factories of the
former CSFR were established in Slovakia and are quickly becoming
obsolete."64 Seventy-three percent of the gross national product of
the former federation and $550 million in foreign investment was garnered by the Czech side, while Slovakia only had $150 million in foreign investment. 65 Furthermore, the Czechs have had their own
history of autonomy, dating back over a thousand years as a Bohemian kingdom and then as a part of the Habsburg empire, while
Slovakia has never really been independent.166 Slovak residents were
Hungarian subjects for two thousand years before the federation of
Czechoslovakia was formed and only briefly enjoyed independence
for approximately five years as a Nazi republic during World War
11.167 The Czech Republic is thus much better prepared to govern
itself.
Some investors have expressed concern over the political instability in the area, as was recently demonstrated when Dow Chemical
called off a proposed direct purchase of ninety percent of one of the
largest chemical companies in the former Czechoslovakia.1 6 However, these worries are not shared by all investors. Asea Brown Boveri Ltd., a Swiss and Swedish engineering firm, announced an
agreement on January 10, 1993 to purchase two-thirds of a large
power plant company in the Czech Republic valued at up to $100 million.1 69 Two other successful Western companies competed with Asea
Brown Bovari on that deal, General Electric from the United States
and Siemens AG of Germany. Siemens recently announced a joint
163. The Los Angeles Times recently referred to Slovakia as the "widely perceived
loser in Czechoslovakia's recent 'velvet' divorce." Williams & Marshall, supra note 25, at
H4; see also Cepl & Lipp, supra note 152, at 4-5.
164. Perlman, supra note 151, at A10.
165. Id.
166. Cepl & Lipp, supra note 152, at 1.
167. Id.
168. See Choi & McMurray, supra note 150, at A12. Albert Richards, chemicals banking analyst at investment bank Credit Suisse First Boston Ltd. in London, stated that when
it seemed there was an impending split of the federation, investors demanded a higher
return on their money. Id.
169. ABB to Buy Czech Stake, N.Y. TIMEs, Jan. 11, 1993, at C7.
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venture with the Czech "Skoda" company, in which Siemens will initially invest $21.3 million to manufacture turbines. 170

Economic reform and recovery is actually occurring so much
faster and more easily than was expected, that some have suggested
that Western European countries are beginning to look at Eastern Europe as competition. 171 Thus, Western European countries may not
be as open to accepting exports and offering EC memberships as the
Eastern countries would like them to be.1 r- Although binding trade
agreements' 73 were negotiated with the countries of the EC last year,
the agreements exclude certain categories of goods that are considered sensitive. 74 The goods that have been classified as sensitive include steel and textiles, which constitute between one-third and onehalf of the aggregate exports of Poland, Hungary, the Czech Republic,
and Slovakia. 75 In order to guard against potential Western resistance, the four countries concluded a treaty at the end of 1992, establishing a free trade zone among themselves.176 This should help
ensure continued trade with each other and help to ease the countries'
transition into the EC.'"
V.

CONCLUSION

Although the economies of the Czech Republic and Slovakia
have not yet reached the level of Western European economies, the
countries have certainly progressed rapidly by introducing legislation
to encourage investment. The countries have shown a huge commitment to change through their restitution and privatization policies,
and have at last given investors a stable, legal framework in which to
do business by way of the Commercial Code. The countries are likely
to take this integration one step further by combining the commercial
and the civil codes into one body of law, much like the Dutch Civil
Code that is the model for the EC. The new tax system is not only less
170. Siemens AG, vALL ST. J., July 23, 1993, at AS.
171. Richard W. Stevenson, East Europe Says Barriers to Trade Hurt Its Economies,
N.Y. Tirms, Jan. 25, 1993, at Al.
172. Id.
173. The agreements call for "a gradual process of trade liberalization" involving th2
lowering of most trade barriers over a five year period, "leading eventually to full membership in the community for Hungary, Poland and the Czech Republic and Slovakia." Id. at
AS.
174. I&
175. Id.
176. Nilliams & Marshall, supra note 25, at H4.
177. Id.
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complex, but is more economically favorable to stock corporations
and is another incentive for foreigners to invest.
The only serious potential problem with respect to the changing
economies is the political instability in the area. However, the divorce
of the federation was well planned and has, thus far, gone smoothly.
The separation could actually be seen as a substantial benefit to investors who are considering investment in the Czech economy, as the
growth of the Czech economy will likely accelerate with the end of
subsidies to Slovakia. In fact, in a recent poll of senior executives
taken at the European chairmen's symposium in Berlin, the executives overwhelmingly chose the Czech Republic as the former Soviet
Bloc country that would have the healthiest economy in twenty' 17years,
8
as well the "most attractive [country] for future investments.
Slovakia did not fare as well with the executives at the symposium. The country is likely to suffer without the support that was provided during the years of the federation. The political and economic
situation in Slovakia is generally perceived as less stable than that in
the Czech Republic," 9 and this instability will certainly deter investors
during the early period of independence. However, the foreign participation legislation of the Czech Republic and Slovakia evolved together, and as a result, the investment infrastructure is basically the
same in both countries. While it may take longer for Slovakia to become as stable as its counterpart, once it achieves stability there is no
reason for investors to be wary of either country.
The world has not seen the last of changes in Eastern Europe.
While it is difficult to predict what will happen next, it is safe to say
that the direction of change, especially in the Czech Republic, will
remain headed toward economic reform and integration with the
West.
178. Frederick Kempe & Cacilie Rohwedder, Top Executives Name Czech Republic
Most Attractive for Future Investments, WALL ST. J., July 9, 1993, at A6.
179. See Balfour & Crise, supra note 34, at 103-04.

